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THE   TAXATION   OF   PUBLIC   SERVICE    CORPORA- 
TIONS 

By  Professor  Adam  Shortt 

Queens   University,  Kingston,  Ont. ;    Member   of   Tax   Commission, 
Province  of  Ontario,  Canada 

The  ordinary  system  of  local  taxation,  both  as  to  the  needs 
to  be  supplied  from  the  taxes  collected,  and  as  to  the  basis 
upon  which  the  levies  are  made  upon  the  contributors,  is  the 
natural  and  obvious  outcome  of  a  concrete  situation  dealt  with 
in  a  practical  manner.  The  situation  is  one  in  which  the  ordi- 
nary citizen  has  his  permanent  residence  in  one  locality,  where 
also  practically  all  of  his  property  is  located  or  invested.  If 
individuals  sell  produce  abroad  or  import  supplies  from  with- 
out, the  exports  and  imports  normally  balance  each  other  in 
concrete  goods  within  a  limited  time.  The  public  services 
required  by  the  inhabitants,  to  furnish  which  is  the  occasion 
for  the  levying  of  taxes,  are  required  by  all  the  community, 
and  are  directly  or  indirectly  in  the  interest  of  the  citizens  in 
fair  proportion  to  their  wealth.  Substantial  justice  is  maintained 
therefore  by  treating  all  property  owners  alike. 

In  many  rural  sections  to-day,  and  for  the  majority  of  the 
citizens  in  our  towns  and  villages,  this  principle  may  still  apply. 
One  need  not  touch  upon  all  the  intermediate  stages  in  the  de- 
velopment of  property  rights,  in  the  forming  of  corporations, 
the  creation  of  share  capital  and  of  mortgage  bonds,  with  the 
facilities  for  their  exchange,  and  the  consequent  wide  diffusion 
and  frequent  shifting  of  ownership.  But  it  is  quite  obvious 
that  in  dealing  with  such  public  service  corporations  as  rail- 
ways, steam  or  electric,  telegraph,  telephone  and  express  com- 
panies, we  have  to  deal  with  forms  of  property  and  phases  of 
ownership  which  have  little  of  the  old  relationship  to  locality, 
as  regards  the  possession  of  property,  and  even  less  relation 
to  the  need  for  public  service,  which  furnishes,  on  the  one  hand, 
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the  local  basis  for  taxation,  and  on  the  other,  the  local  need  for 
the  services  which  the  taxes  procure.  If,  then,  the  older  system 
of  assessing  and  levying  taxes  and  of  expending  them  was 
justified  on  the  ground  of  dealing  with  an  actual  situation  in  a 
practical  manner,  have  we  not  good  reason  for  asking  that  a 
totally  new  situation  in  these  respects  should  also  be  dealt 
with  in  a  practical  manner?  It  is  no  criticism  of  either  the 
justice  or  adequacy  of  the  older  system,  when  applied  to  the 
same  conditions  out  of  which  it  arose,  to  say  that  it  is  neither 
just  nor  adequate  when  applied  to  a  totally  new  state  of  affairs 
which,  without  displacing  the  older  conditions,  has  been  super- 
added to  them.  The  objection,  therefore,  to  new  departures 
in  taxation  which  result  from  the  changing  shapes  and  condi- 
tions of  property  and  the  diffusion  of  its  ownership  is  not  com- 
plimentary to  those  who  devised  the  older  forms  of  taxation  to 
which  the  objectors  commonly  adhere;  for  all  that  is  asked  is 
that  we  should  deal  with  the  new  conditions  in  the  same  spirit 
as  they  dealt  with  the  older  ones ;  in  other  words,  in  a  practical 
manner  in  the  light  of  existing  needs. 

What,  then,  are  the  primary  facts  with  reference  to  public 
service  corporations,  from  the  point  of  view  of  their  possible 
taxation  ?  Practically  all  of  these  corporations  have  to  do  with 
transportation  or  transmission.  Financial  corporations,  such 
as  banks,  trust  companies  and  insurance  companies,  are  dealt 
with  elsewhere  in  this  program.  Taking  the  most  typical  and 
important  of  the  transportation  services,  the  great  railway 
companies,  what  are  their  characteristics?  In  a  normal 
example  we  have  a  corporation  the  members  of  which  —  the 
stockholders  —  are,  or  may  be,  a  changing  body  of  individuals 
or  other  corporations.  But  even  these  members  do  not  con- 
tribute all  or  even  a  majority  of  the  capital  which  the  corpora- 
tion has  invested;  for  modern  railroads  are  financed  chiefly 
by  means  of  borrowed  capital,  for  which  the  property  of  the 
corporation,  either  as  a  whole,  or,  more  commonly,  in  specific 
sections  of  it,  is  formally  pledged  by  mortgage.  The  holders 
of  these  mortgage  bonds,  like  the  holders  of  the  shares,  are  or 
may  be  a  changing  body  of  individuals  or  other  corporations, 
such  as  banks  and  insurance  companies.  Under  modern  sys- 
tems of  finance  the  capital  which  is  contributed  to  a  railway 
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or  similar  public  service  corporation  differs,  as  between  bonds 
and  stocks,  chiefly  in  point  of  security.  Though  the  bond- 
holders have  no  voice  in  the  management  of  the  corporation, 
yet,  in  actual  practice,  the  majority  of  the  ordinary  stock- 
holders have  just  as  little  voice  in  policy  or  administration. 
From  the  point  of  view  of  taxation  bonds  and  stocks  must  be 
taken  together  as  representing  capital  invested  in  the  corporate 
enterprise.  That  range  of  territory,  however  wide  it  may  be, 
representing  at  once  the  region  of  investment  and  of  revenue, 
must  be  the  region  of  taxation  and  not  the  place  of  residence 
of  the  holder  of  the  securities.  Moreover,  the  taxes  should  be 
levied  upon  the  corporations  and  not  upon  the  individual 
security  holders. 

In  what  form,  then,  does  the  property  of  such  a  corporation 
exist  ?  Taking  its  chief  terms,  it  is  represented  by  long  strips 
of  land,  expanded  here  and  there  for  the  location  of  switches, 
station  yards,  city  terminals,  etc.  On  this  land  is  constructed 
the  roadbed  with  its  cuttings,  embankments,  viaducts,  bridges 
and  tunnels,  and  these  carry  the  track  with  its  ties,  rails,  switch- 
ing and  signal  systems,  etc.  There  are  also  the  station  build- 
ings, freight  sheds,  elevators,  machine  shops,  round  houses, 
coaling  stations  and  the  costly  city  terminals  and  offices. 
Then  there  is  the  vast  amount  of  rolling  stock  of  all  kinds  and 
its  equipment.  To  maintain  and  operate  this  great  array  of 
property  there  is  employed  an  army  of  men,  from  general 
managers  to  porters,  involving  a  heavy  payroll.  I  leave  out  of 
account  all  the  secondary  enterprises  in  which  a  railroad  com- 
pany may  be  involved,  in  the  way  of  hotels,  parks,  mines,  timber 
limits,  mills,  lands,  etc.,  as  being  not  strictly  essential  to  the 
functions  of  a  railway  as  a  public  service  corporation. 

Here,  then,  is  a  vast  organization  extending  over  scores  of 
taxing  units,  state  and  municipal,  and  serving  many  more 
which  it  may  not  actually  enter,  but  from  which  it  nevertheless 
derives  revenue.  The  extent  of  territory  covered  and 'the 
capital  expenditure  involved  in  any  given  taxing  unit  has 
frequently  little  or  no  relation  to  the  amount  of  service  rendered 
within  that  area,  the  amount  of  revenue  derived  from  it  or 
the  benefit  obtained  by  the  corporation  from  the  expenditure 
of  the  taxes.     Consider,  for  instance,  the  equity  of  taxing  a 


THE  TAXATION    OF  PUBLIC  SERVICE    CORPORATIONS     625 

railway  corporation,  within  a  given  township,  on  the  basis 
of  a  very  costly  bridge  and  several  costly  cuttings  and  em- 
bankments which  may  happen  to  be  located  within  it,  while 
an  immediately  adjoining  township,  through  which  the  railway 
did  not  happen  to  pass,  could  not  share  in  the  taxation,  though 
perhaps  contributing  a  much  greater  amount  of  traffic  and 
hence  of  earnings,  out  of  which  taxes  must  be  paid.  Obviously, 
such  a  corporation  stands  related  to  the  whole  problem  of  local 
revenue  and  expenditure,  state  or  municipal,  on  a  totally 
different  basis  from  that  of  private  property  and  its  resident 
owners.  But  we  may  leave  aside  for  the  present  the  question 
as  to  the  proper  jurisdiction  under  which  the  taxation  of  these 
corporations  should  come,  and  the  proper  system  for  the 
distribution  of  the  taxes  levied  upon  them.  A  primary  ques- 
tion for  consideration  is  the  principle  or  principles  upon  which 
the  value  of  a  public  service  corporation  may  be  determined 
for  purposes  of  taxation. 

Can  we  apply  to  the  property  of  public  service  corporations 
the  principles  which  are  commonly  employed  in  the  assess- 
ment of  private  and  business  properties?  In  the  case  of  ordi- 
nary property  the  two  most  pertinent  questions  are,  what  did 
it  cost  and  what  will  it  sell  for?  In  every  case,  however,  the 
question,  what  will  it  sell  for?  is  of  much  greater  practical 
importance  than  the  question,  what  did  it  cost?  In  other 
words,  the  market  value,  where  it  is  ascertainable,  is  the  value 
which  ultimately  determines  what  anything  is  worth.  But, 
unfortunately,  we  cannot  apply  this  test  of  value  or  worth  to 
public  service  corporations.  There  is  no  market  for  railroads, 
telegraph,  telephone  or  express  systems.  It  is  true  that  they 
do  occasionally  change  their  managements,  and,  where  their 
shares  are  actively  dealt  in,  they  are  constantly  varying  in 
ownership.  But  these  changes  do  not  occur  on  the  basis  of 
the  market  value  of  each  system  as  a  whole.  The  change  in 
management  or  control  is  effected  either  through  a  partial 
financial  breakdown  and  the  consequent  appointment  of  a 
receiver,  or  through  a  change  in  the  control  of  the  majority 
of  the  voting  power  of  the  stock,  either  by  a  coalition  of  inter- 
ests, aided,  if  necessary,  by  the  purchase  of  a  certain  number  of 
shares,  or  by  any  of  the  varied  forms  of  agreement  which  have 
2s 
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been  devised  to  secure  control  without  the  necessity  for  pur- 
chasing stock.  But  even  where  control  is  secured  through  the 
purchase  of  stock,  the  actual  outlay  represents  but  a  small 
portion  of  the  capital  value  of  the  system  as  a  whole,  inasmuch 
as  it  takes  no  account  of  the  capital  represented  by  bonds. 
It  is  evident  then  that  there  is  no  opportunity  for  determining 
the  real  worth  or  assessable  value  of  public  service  corporations 
by  the  usual  standards  of  market  value  for  complete  systems. 
Still  less  is  it  possible  to  determine  in  this  way  the  value  of  any 
arbitrary  sections  of  such  systems  which  happen  to  lie  within 
the  area  of  this  or  that  taxing  unit,  be  it  state,  province  or 
minor  municipality.  The  portion  of  a  railway  or  telegraph 
system  which  passes  through  a  given  municipality,  or  even  a 
State  or  province,  almost  invariably  derives  a  large  proportion 
of  its  value,  and  sometimes  almost  the  whole  of  it,  from  its 
connections  beyond  that  area,  or  from  its  being  but  a  link  in 
a  system  whose  chief  revenue  is  derived  from  through  traffic 
or  transmission. 

Neither  is  cost  of  production  a  fair  test  of  value.  Market 
value  is  the  test  which  determines  whether,  in  view  of  its  cost, 
production  should  or  should  not  be  undertaken.  It  is,  indeed, 
seldom  proposed  as  a  basis  of  valuation  for  public  service  cor- 
porations other  than  railways,  and  in  their  case  it  is  proposed 
only  because  of  the  large  proportion  of  tangible  property 
required  in  their  construction  and  operation.  But  even  the 
most  faithful  advocates  of  cost  of  production,  as  a  basis  for 
assessment,  admit  that  it  may  exceed  or  fall  short  of  the  full 
value  of  a  system  as  a  whole.  How  then  is  this  variation  from 
cost  of  production  to  be  determined?  The  usual  answer  is, 
as  given  in  Michigan,  by  ascertaining  the  general  earning 
power  of  the  system,  from  which  is  deduced  the  net  earnings, 
which  are  then  capitalized  at  some  selected  percentage,  and 
this,  it  is  claimed,  will  give  the  true  capital  value  of  the  system. 
If  now  we  deduct  the  cost  of  production  from  this  true  value, 
where  it  exceeds  cost  of  production,  we  shall  find  what  amount 
must  be  added  to  the  cost  of  production  in  order  to  give  the  true 
value,  which,  however,  was  just  the  point  from  which  we 
started.  By  a  complementary  process,  where  cost  of  produc- 
tion exceeds  true  value,  we  shall  discover  what  must  be  de- 
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ducted  from  cost  of  production  in  order  to  get  back  to  true  value 
once  more.  But  why  we  should  undertake  the  enormous  out- 
lay in  time  and  money  necessary  to  arrive  at  cost  of  produc- 
tion, when,  after  all,  it  is  capitalized  earning  power  which  gives 
us  the  true  value,  is  by  no  means  obvious  on  the  surface  of  the 
proposition  at  least.  When  we  penetrate  below  the  surface, 
the  explanation  is  commonly  found  either  in  the  desire  to  force 
the  facts  to  conform  to  some  preconceived  theory,  or  in  the 
necessity,  fancied  or  real,  of  conforming  to  some  popular  preju- 
dice, embodied  it  may  be  in  a  state  constitution,  such  as  that 
all  corporate  property  shall  be  valued  and  taxed  on  the  same 
basis  as  ordinary  private  property. 

But,  it  may  be  said,  while  it  is  true  that  public  service  corpora- 
tions have  no  market  value  as  complete  systems,  yet  the 
securities  which  make  up '  their  total  capital  have  market 
values,  and  by  adding  these  together  may  we  not  arrive  at  their 
total  values  as  corporations?  To  a  certain  extent  the  values 
of  these  securities  represent  the  capitalized  income  of  the 
corporations,  and  they  are  therefore  a  much  more  accurate 
representation  of  what  a  corporation  is  really  worth  than  any 
attempts  to  estimate  physical  property  or  franchise  values. 
But  earning  power  is  by  no  means  the  only  consideration  affect- 
ing the  values  of  stocks  and  bonds,  and  particularly  the  former. 
The  values  of  stocks,  whether  representing  bona  fide  investment, 
promoters'  interests,  or  merely  an  aqueous  bonus  distributed  to 
bondholders  or  others,  may  be  manipulated  for  purely  specula- 
tive purposes  over  a  considerable  period  of  time,  until  unloaded 
upon  an  eager  but  unwary  public.  Certain  issues  of  bonds, 
on  the  other  hand,  and  even  some  of  the  best  preference  stocks 
are  so  completely  held  by  private  investors,  or  by  various 
corporations,  such  as  insurance  companies,  that  for  years  they 
may  never  appear  upon  the  market.  Even  where  stray  lots 
are  sold,  from  time  to  time,  they  cannot  be  said  to  establish 
any  regular  market  values  for  these  securities.  Again,  the 
adoption,  in  varying  degrees,  of  the  policy  of  employing  earnings 
for  capital  expenditure  will  correspondingly  affect  dividends 
over  long  periods,  and  consequently  the  value  of  the  stocks. 
There  is,  further,  a  very  common  difficulty  connected  with  the 
attempt  to  tax  bonds  in  particular.     While  there  is  no  doubt 
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that  they  represent  a  large  proportion  of  the  capital  of  public 
service  corporations  among  others,  still  in  point  of  law  they 
represent  no  special  interest  in  the  corporations,  but  are  simply 
securities  for  money  loaned  on  the  pledge  of  the  corporate 
property.  Hence,  where  they  are  held  by  foreign  investors 
they  are  usually  not  liable  to  taxation.  We  must  conclude 
then  that  the  attempt  to  value  corporations  as  a  whole  through 
a  summation  of  their  stock  and  bond  values  will  produce 
very  uncertain  results,  and  with  much  inequality  as  between 
corporations. 

It  would  appear  to  be  more  reasonable,  therefore,  to  employ 
earning  power  openly  and  directly  as  the  basis  for  corporate 
taxation.  While  private  property  is  held  for  quite  a  variety 
of  reasons,  in  addition  to  financial  profit,  practically  the  sole 
reason  for  the  existence  of  economic  corporations  is  pecuniary 
gain.  Therefore,  their  value  to  their  owners  and  operators,, 
apart  from  speculative  manipulation  and  trading  in  stocks, 
is  represented  by  their  earning  power.  Hence,  it  may  be  laid 
down  as  a  broad  principle  that  the  earning  power  of  a  corpora- 
tion represents  its  true  value.  Can  that  earning  power  or 
income  be  directly  determined?  In  the  case  of  private  in- 
dividuals, personal  income  is  admittedly  one  of  the  most 
difficult  facts  to  discover.  With  the  ever  increasing  range  and 
variety  of  investments  and  sources  of  income,  it  is  increasingly 
difficult  to  ascertain,  without  the  most  inquisitorial  methods, 
what  may  be  the  private  income  of  most  citizens.  But,  in 
virtue  of  the  very  nature  of  economic  corporations,  and  of  the 
character  of  the  rights  and  obligations  vested  in  the  share- 
holders and  officers,  it  is  necessary  that  all  the  business  transac- 
tions, including  the  income  and  expenditure,  should  be  matters 
of  definite  record.  It  is  impossible  for  a  corporation  of  any 
magnitude  or  standing  to  dispense  with  an  accurate  system  of 
bookkeeping  which  will  record  its  entire  income  and  outlay. 
There  may,  indeed,  be  much  variety  in  the  classification  or 
definition  of  the  items  of  income  and  expenditure,  which  will 
lead  to  obscurity  and  variation  in  the  distinctions  between 
gross  and  net  income  or  between  operating  expenses  and 
capital  expenditure,  but  there  is  no  difficulty  in  arriving  at 
what  is  gross  income  and  gross  expenditure.     It  is  true  that 
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certain  sums,  amounting,  it  may  be,  to  considerable  items  in 
the  aggregate,  may  come  temporarily  into  the  possession  of 
these  corporations  and  be  paid  out  again  without  representing 
either  income  or  expenditure.  Thus  one  public  service  cor- 
poration may  act  merely  as  agent  for  another,  as  in  accepting 
moneys  for  services  to  be  rendered  by  one  or  more  companies 
beyond  its  own.  But  these  sums  can  be  easily  ascertained  as 
they  are  all  matters  of  record  in  the  books  of  the  corporations. 

Where  net  income  can  be  ascertained  it  is  in  many  respects 
the  best  basis  for  taxation.  Net  income,  however,  is  very 
difficult  to  determine  from  year  to  year  with  sufficient  accuracy 
for  purposes  of  taxation.  Endless  discussion  and  dispute  is 
certain  to  arise,  and  many  opportunities  for  evasion  are  pre- 
sented in  connection  with  attempts  to  define  what  may  or 
may  not  be  legitimately  deducted  from  gross  income  in  order 
to  arrive  at  true  net  income.  No  doubt  if  a  uniform  system  of 
accounting  can  be  established  for  public  service  corporations, 
toward  the  accomplishment  of  which  the  statistical  department 
of  the  Interstate  Commerce  Commission  is  making  laudable 
efforts,  a  fair  approximation  to  net  income  would  be  possible. 
Although  it  is  demonstrably  absurd  to  insist  that  corporations 
must  necessarily  be  taxed  on  the  same  basis  as  private  individ- 
uals, it  is  not  unreasonable  to  maintain  that  corporations  should 
contribute  their  equitable  share  to  the  public  revenue.  If, 
therefore,  the  private  individual  does  not  escape  taxation  on 
property  on  which  he  may  derive  no  net  revenue,  neither  can 
the  corporation  which  has  no  net  revenue  escape  taxation  any 
more  than  it  can  avoid  paying  customs  duties  on  its  imports. 
And  what  applies  where  there  is  no  net  income  will  apply  with 
much  the  same  force  where  there  is  very  little  net  income. 
Even,  therefore,  if  we  could  determine  with  perfect  accuracy 
what  the  net  revenue  of  a  corporation  was  it  might  not  be  an 
admissible  basis  for  taxation,  or  perhaps,  more  accurately,  for 
the  escaping  of  taxation. 

It  has  been  proposed  as  a  sort  of  compromise  between  net 
and  gross  income,  as  a  basis  of  taxation,  that  public  service 
corporations  should  be  taxed  on  the  basis  of  the  combined 
dividends  paid  on  stock  and  interest  paid  on  bonds,  it  being 
assumed  that  these  returns  represent  between  them  what  is 
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practically  the  net  income  of  a  corporation.  It  may  be  ob- 
served, however,  that  if  no  dividends  are  paid  the  interest  on 
bonds  may  not  represent  any  corporate  income^,  but,  to  a  certain 
extent  at  least,  an  element  of  capital  expenditure,  undertaken, 
it  may  be,  for  a  number  of  years,  to  prevent  the  corporation 
from  passing  out  of  the  hands  of  the  stockholders,  who  may 
have  faith  in  its  ultimate  success.  If,  on  the  other  hand,  it  does 
pay  a  moderate  dividend,  this,  in  addition  to  the  interest  on 
the  bonds,  may  not  represent  its  full  net  income,  as  a  larger  or 
smaller  portion  of  it  may  be  diverted  to  other  purposes,  such, 
for  instance,  as  an  investment  in  the  property  as  a  whole,  or  in 
some  collateral  or  subsidiary  enterprise,  having  tax  relation- 
ships quite  different,  it  may  be,  from  those  of  the  parent  corpora- 
tion. Here  the  argument  has  been  advanced  that  income 
which  escapes  taxation  by  being  reinvested  instead  of  being 
paid  in  dividends,  by  increasing  the  value  of  the  property  will, 
in  turn,  lead  to  increased  dividends,  and  thus  eventually  replace 
the  taxes  evaded.  This  view  of  the  matter,  however,  overlooks 
several  important  facts.  In  the  first  place,  the  taxes  on  the 
capitalized  income  are  undoubtedly  lost  for  a  more  or  less 
lengthened  period.  When  they  reappear  they  are  not  taxed 
in  the  aggregate,  as  they  should  have  been,  but  only  on  the 
extra  dividends  which  may  arise  from  them.  Thus,  suppose 
the  net  profits  which  are  recapitalized  should  amount  in  five 
years  to  $1,000,000,  and  suppose  the  tax  rate  which  was  escaped 
to  be  2|  per  cent,  then  the  taxes  lost  in  the  five  years  would 
amount  to  at  least  $25,000.  Suppose  the  subsequent  dividends 
paid  on  this  new  investment  of  $1,000,000  to  be  6  per  cent,  then 
the  dividend  on  the  proportion  of  the  taxes  escaped  will  be 
$1500,  and  the  taxes  on  that  at  2§  per  cent  will  be  $37.50 
annually.  But  this  will  obviously  require  a  very  long  period 
to  make  up  for  the  original  evasion  of  $25,000  in  taxes. 

There  are  many  other  difficulties  attending  this  among  other 
attempts  to  determine  and  tax  net  earnings  so  as  to  provide  a 
fair  annual  revenue.  The  alternative  is,  of  course,  to  take 
gross  earnings  as  a  basis  for  taxation.  This  method  of  taxation, 
it  is  true,  is  not  without  its  own  defects,  but  they  are  much 
fewer  and  much  less  serious  than  those  attending  any  other 
system.     There  is,  as  we  have  seen,  little  or  no  dispute  as  to 
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what  are  gross  earnings,  and  as  taxation  has  as  legitimate  a 
claim  against  the  gross  earnings  of  a  corporation  as  any  item 
of  operating  expenses,  it  is  not  unjust  to  deduct  the  taxes  from 
gross  earnings,  even  where  no  net  earnings  remain.  No  doubt, 
as  between  corporations  which  are  prosperous  and  those  which 
are  not,  the  taxes  will  be  felt  with  unequal  pressure,  but  so  will 
every  other  necessary  item  of  operating  expenses.  But  while 
it  is  legitimate  to  tax  the  gross  earnings  of  corporations  having 
little  or  no  net  earnings,  it  is  desirable  to  have  a  graded  rate, 
so  that  the  taxation  may  bear  more  lightly  on  those  having 
little  or  no  net  income,  and  more  heavily  upon  the  more  pros- 
perous corporations.  In  fixing  the  rate  of  taxation  on  gross 
earnings  according  to  ability  to  pay,  the  net  income  of  corpora- 
tions, so  far  as  it  is  ascertainable,  may  be  employed  as  a  guide. 
In  practice,  however,  it  is  found  that  the  great  majority  of 
normal  public  service  corporations  will  fall  within  one,  or  at 
most  two  classes,  leaving  only  exceptional  cases  as  requiring 
separate  treatment. 

Once  it  is  admitted  that  the  earning  power  of  a  corporation 
is  its  true  basis  of  value  the  chief  question  which  remains  is  as 
to  the  rate  at  which  the  income,  whether  net  or  gross,  is  to  be 
taxed.  In  the  case  of  railway  companies,  net  income  is  nor- 
mally about  one  third  of  gross  income.  So  that  approximately 
a  tax  of  1  per  cent  on  gross  earnings  would  be  equivalent  to  a 
tax  of  3  per  cent  on  net  earnings.  When,  however,  we  attempt 
to  compare  a  tax  on  the  income  of  public  service  corporations 
with  the  various  taxes  paid  on  private  property,  we  are  immedi- 
ately confronted  with  the  difficulty  of  finding  any  satisfactory 
basis  for  comparison.  The  only  fair  basis  of  comparison  would 
be  to  take  the  gross  or  net  earnings  of  both  corporations  and 
individuals.  But  here  we  are  met  with  the  fact  that,  while  we 
can  ascertain  with  reasonable  accuracy  the  gross  earnings  of 
a  corporation,  it  is  almost  impossible  to  discover  the  gross 
income  of  the  ordinary  business  man.  If  we  turn  to  specific 
forms  of  property  and  compare  a  tax  of,  say,  3  per  cent  on  the 
gross  earnings  of  railways,  with  the  common  tax  on  the 
gross  earnings  from  real  estate,  we  should  probably  find  that 
the  railways  were  paying  too  little.  But  if  we  took  the  taxes 
paid  on  most  other  kinds  of  property  as  a  basis  for  comparison, 
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we  should  probably  find  that  the  railways  were  paying  too- 
much.  It  is  impossible  here  to  go  into  details  on  these  matters, 
but  a  careful  study  of  the  subject  will  prove,  I  think,  that  no 
very  satisfactory  practical  conclusion  can  be  reached  in  attempt- 
ing to  fix  an  equitable  rate  of  taxation  for  railways  through 
comparison  with  the  taxation  of  ordinary  private  property  or 
the  income  derived  from  it.  As  public  service  corporations 
must  be  valued  on  a  special  basis,  so  their  rate  of  taxation  must 
be  fixed  upon  a  special  basis.  The  attempt,  in  the  interest  of 
a  superficial  and  mechanical  equality,  to  value,  rate  and  tax 
public  service  corporations  on  the  same  basis  as  the  property  of 
private  individuals  cannot  fail  to  result  in  very  real  inequality 
in  taxation. 

One  very  important  reason  for  the  special  treatment  of  public- 
service  corporations,  as  regards  taxation,  lies  in  the  fact  that, 
under  modern  conditions,  the  public  is  ever  more  insistent  on 
regulating  the  rates  and  charges  of  these  corporations,  and 
otherwise  closely  supervising  their  services  and  their  obliga- 
tions to  the  community.  These  public  regulations  naturally 
restrict  within  very  definite  limits  the  opportunities  of  the 
corporations  to  augment  income,  or  even  to  maintain  it.  If,, 
therefore,  the  public  insist  upon  having  cheap  rates,  they  mustr 
in  all  fairness,  correspondingly  moderate  the  taxation  of  the 
corporations ;   for  regulating  rates  is  levying  taxes  in  kind. 

After  a  careful  survey  of  the  various  aspects  of  the  subject 
and  a  comparison  of  views  with  representatives  of  taxgatherers 
and  taxpayers,  I  have  been  led  to  believe  that  a  tax  of  3  per 
cent  on  gross  income  is  a  sufficiently  high  tax  for  railways, 
with  not  more  than  2  per  cent  for  other  corporations.  Lower 
rates,  however,  should  be  provided  for  exceptional  cases  where 
there  were  obviously  few  or  no  net  profits;  but,  as  already  indi- 
cated, the  absence  of  net  income  is  no  valid  argument  against  a 
certain  minimum  of  taxation. 

Some  difficulty  has  been  met  with,  on  technical  constitutional 
grounds,  as  regards  the  taxation  of  public  service  corporations, 
whose  operations  extend,  as  most  of  them  do,  beyond  the  limits 
of  state  or  provincial  taxing  areas.  It  is  even  yet  apparently 
somewhat  of  a  moot  question  as  to  whether  it  is  constitutionally 
admissible  for  a  State  to  tax  a  corporation  upon  its  earnings, 
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where  these  are  derived  from  interstate  services.  But  where 
this  position  is  taken  with  reference  to  earnings,  it  is  commonly 
held  to  be  quite  constitutional  to  tax  interstate  corporations 
upon  the  basis  of  their  property  or  their  franchises,  as  within  the 
State.  Yet  it  is  perfectly  well  known  that  the  value  of  the 
property  or  the  franchise  within  the  State  is  really  determined 
by  the  relation  of  these  to  the  whole  system.  Moreover,  the 
value  of  the  property  as  a  whole  is  chiefly  dependent  upon  the 
extent  of  the  interstate  traffic.  Taxes  also,  on  whatever  basis 
levied,  are  obviously  paid  out  of  interstate  earnings.  The 
distinction  therefore  between  a  property  tax  as  constitutional 
and  a  tax  on  earnings  as  unconstitutional  is  a  legal  fiction  of  a 
very  inartistic  character.  But  like  so  many  other  difficulties 
arising  from  historic  conditions  it  arises  from  the  fact  that  a 
service  which  was  at  one  time  purely  local  has  enormously 
expanded  in  importance  and  range,  and  has  become  the  function 
of  interstate  corporations  many  of  which  are  now  of  quite 
national  character.  This  expansion  of  several  interests  from 
local  to  national  importance  is  leading  many  of  those  who  fully 
respect  state  or  provincial  rights,  to  recognize  that  a  service 
which  has  passed  beyond  the  range  of  state  or  provincial  terri- 
tory and  become  national  in  its  character,  should,  if  necessary, 
be  dealt  with  by  national  laws.  The  normal  line  of  escape  from 
the  absurdities  born  of  constitutional  interpretations  based  on 
more  elementary  conditions  which  are  rapidly  passing  away, 
would  be  for  the  various  States  or  provinces  to  arrange  periodic 
conferences  to  determine  the  fair  amount  of  the  earning  power 
of  each  system  as  a  whole  which  should  be  assigned  to  the  indi- 
vidual States  or  provinces.  Should  they  find  it  impossible  to 
agree  upon  such  an  apportionment,  they  might  either  call  upon 
or  permit  the  federal  or  national  government  to  assess  —  not  to 
tax  —  the  earnings  of  public  service  corporations,  distributing 
the  values  among  the  different  States  or  provinces  upon  an 
equitable  basis.  Either  method  would  avoid  the  increasing 
confusion,  injustice  and  inequality  which  result  from  leaving 
the  taxation  of  interstate  public  service  corporations  to  the 
caprice  of  individual  States.  By  purely  arbitrary  systems  of 
valuation,  individual  States  and  provinces  have  been  able 
to  levy  more  than  their  just  share  of  taxation  upon  the  corpora- 
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tions  whose  lines  of  transportation  or  transmission  pass  through 
their  territory. 

In  distributing  within  each  State  the  assessment  apportioned 
to  it  by  mutual  agreement  among  the  States  or  by  the  national 
government,  the  municipalities  might  still  be  allowed  to  assess 
the  value  of  the  lands  and  buildings  owned  by  a  public  service 
corporation  within  their  limits  on  the  same  basis  as  adjoining 
lands  and  buildings.  After  these  taxes  were  deducted  from 
the  gross  amount  allowed  to  each  State,  the  remainder  could 
be  applied  to  state  or  municipal  purposes,  as  determined  by 
the  legislature  of  each  State. 

It  is  unnecessary  in  connection  with  this  brief  statement 
to  specify  all  the  advantages,  practical  and  scientific,  which 
would  result  from  a  uniform  assessment  and  distribution  of 
the  taxation  of  public  service  corporations  upon  the  basis  of 
their  earnings.  It  is,  however,  obvious  that  every  step  in  the 
expansion  of  the  economic  interests  of  the  United  States  and 
of  Canada  involves  the  increasing  importance,  alike  from  a 
local  and  from  a  national  point  of  view,  of  the  services  of  trans- 
portation and  transmission  and  the  corporations  which  supply 
them.  This  expansion  involves  the  investment  of  new  volumes 
of  national  wealth  with  increasing  aggregate  returns  in  the  way 
of  income,  and,  consequently,  of  tax-paying  power.  But  as 
these  forms  of  wealth  cannot  be  dealt  with  adequately  or  justly 
by  the  older  methods  of  local  taxation,  it  is  imperative  that 
some  movement  should  be  made  toward  devising  a  method  of 
assessment  and  distribution  on  a  wider  basis  and  in  accordance 
with  their  true  economic  value.  Only  in  this  way  can  we  meet 
actual  conditions  in  a  practical  manner. 


